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1. Background and preliminary observations

Nobody would likely dispute that the key driver of technological advancement in the 20th century
was an overpowering need to innovate and obtain new knowledge and information. Although we
are still in the early 2010s, it is safe to say that the same will be true, even more so, in the 21st
century. Power and wealth are no longer connected only to the ownership of physical assets. This is
as true for businesses as for state authority, foreign policy or the private realm. The factor by which
performance is measured, both at a macroeconomic level and in business operation, is growth. But
growth — winning over new clients and customers — comes at a price. In this ongoing struggle,
sometimes with ourselves, the ability for renewal is crucial. Renewal is possible through creating
new, revolutionary technologies, or through pursuing a successful campaign to convince customers
that the new product will improve their lives. Whatever the outcome, both solutions are of economic
value. What is the secret behind Prezi’s success? Why do millions of people feel more “valuable” if

they own an iPhone? And what’s in it for Prezi.com or Apple?

The innovations that advance the world can be called the results of pure genius, ingenuity or blind
luck, but one thing is common to all: they are based on human creativity and knowledge — in short,
intellectual capital. In the economy, the diversity of intellectual capital manifests itself in the same
way at a multinational enterprise as in a small, local accountancy company. Therefore, businesses
rely on intellectual capital in their operation, and corporate strategy. This reliance is not exclusive,

but it undoubtedly plays a role.

The economic footprints of business operation are manifold: in the market, these footprints are most
evident in the products and services created, in accounting, in the financial statements. Much
research has been done and many papers have been written on the purpose, role, and usefulness of
financial statements. Two issues seem to be especially relevant here. On the one hand, financial
statements reflect the past, 1.e. they present completed events, figures, and data in a systematic way.
On the other, their stated aim is to give a true and fair view of a company’s operation. This means
that accounting regulations make a distinction between the investors’ and the owners’ perspective,
and side with the latter. The dominant emphasis on the principle of prudence ensures the reliability
of the data shown in the financial statements. However, it may not be the case under all
circumstances that the picture presented is also true. In my view, the principle of truth is violated

the most conspicuously in the case of intangible assets, as truth is sacrificed at the altar of
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reliability. If one accepts the notion that the operation of businesses in the 21st century relies to a
large extent on intellectual capital, the following question may justifiably arise: fo what extent can
financial statements serve as a basis for important business decisions, and how trustworthy are they

if they only show a fraction of this intellectual capital?

Although research on intellectual capital is wide-ranging, both internationally and in Hungary, less
focus has been given to the accounting treatment of the subject. In Hungary, the accounting aspects
of intellectual capital have received scarce scholarly attention [see Laab (1994) and Juhéasz (2004)],
and only a small number of empirical studies have been conducted to date. The primary objective of
this research is to contribute to the accounting theory and empirical research of intangible assets in

Hungary.

Several areas of research are related to intangible assets recognised in financial statements. These
areas include: studies on the purpose and usefulness of financial statements, intellectual capital
management (including, in particular, human resources management), theoretical research focusing
on the measurement of intellectual capital, the production of information on intellectual capital as a
field of inquiry, and intellectual property rights as a separate area of law. The main focus of my
research is the definition of intangible assets from an accounting perspective. In order to give a
better understanding and theoretical background, I will also summarize the most important findings

of other relevant fields. These, however, will be confined to the essentials, for brevity.

Within the scope of the accounting approach, I will primarily examine matters related to the
Hungarian accounting regulations. Therefore this paper does not discuss taxation questions as part
of research. For a number of reasons, I will also deal with the relevant international accounting
standards (IFRS and US GAAP) as part of my theoretical research. In dealing with theoretical
questions I will focus on international regulations that have so far received scarce treatment in
Hungarian regulations and professional publications, and in respect of which the Hungarian
regulations adopt the reasoning of international standards and foreign publications. Another reason
for including international standards in the theoretical part is that in Hungary consolidated financial
statements of listed companies must be prepared and disclosed in accordance with IFRS. Therefore,
IFRS standards have direct practical implications in Hungary, although at present they only affect a

very limited number of businesses.
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The scope of theoretical publications and empirical research on the accounting of intangible assets
in Hungary is not extensive, especially when compared to research conducted abroad. Due to this

scarcity of Hungarian resources, my research relies more on foreign publications.

In addition to a focused overview of theories on intellectual capital, my research is primarily
centred on three important subjects in accounting: capitalisation criteria (i.e. the criteria for
recognition in the balance sheet), valuation, and disclosure. However, 1 will not include a
comprehensive, itemised description of accounting regulations under these three key topics. Within
intangible assets, the research focuses on concrete, identifiable assets, and for this reason I will not

deal with the detailed accounting regulations of goodwill, either.

I have conducted my empirical research among Hungarian companies and accounting
professionals. This approach has allowed me to draw on my familiarity with the Hungarian
economic and social situation, and reach more substantiated conclusions. On the other hand, my

research aims to contribute to existing related research and publications in Hungary.

My dissertation seeks to answer the following research questions:

1. How faithfully do financial statements reflect the role of intellectual capital in the
economy? What factors make it difficult to recognise specific items of intellectual

capital in financial statements?

2. Is it possible to differentiate between economic entities in the Hungarian regulatory

environment based on the recognition of intangible assets in financial statements?

3.  How often and with what methods do Hungarian companies value intangible assets in

accounting procedures?

4. What are the characteristics of disclosures related to intangible assets among Hungarian

companies, and what factors influence them?

5. To what extent are the structure and logic underlying accounting regulations on

intangible assets aligned with their practical implementation?

The theoretical inquiry of this dissertation, the hypotheses and the empirical research conducted to

verify them, are centred around these ideas.
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2. Methodology

To check the validity of the hypotheses, the statistical population included companies subject to the
Accounting Act that prepare their financial statements using double-entry bookkeeping. When

verifying the hypotheses, I primarily relied on three data sources.

Data from corporate income tax returns (AB1 database)

I have collected some of the empirical data from 2011 corporate income tax returns (form 1129)
made available under a cooperation agreement between the National Tax and Customs
Administration and Corvinus University of Budapest. The database contained the data of economic
entities required to submit Hungarian corporate income tax returns, without any identifiable
information. I selected this well-populated database as an empirical resource because Hungarian
corporate income tax returns included data relevant to my research. The database included 319
variables of 409,007 organisations. Before verifying the hypotheses, I deemed it necessary to filter
the database, so I filtered out taxpayers that did not belong in the statistical population, and other
variables that were irrelevant to the research. I also excluded tax returns from which both the data
pertaining to intangible assets and the balance sheet total were missing, as these figures were
essential to the analysis. As a result, 400,403 sampling units remained in the database, which served
as a starting point for the statistical analyses. The corporate income tax return data were fully

included after the filtering.

Data from the separate financial statements (AB2 database)

The data table obtained from the ABI database did not contain all of the data required for testing
the hypotheses. 1 therefore supplemented the analysis of the AB1 database with the analysis of
separate corporate financial statements. The data available from the corporate income tax returns
pertained to the 2011 business year, so in order to ensure consistency I only included financial
statements for the 2011 business year. The disclosed, publicly accessible financial statements were
selected by simple random sampling (without replacement), which means that each item in the data
set had an equal chance of being selected. Following the filtering, each item in the statistical
population was assigned a serial number, from which the items to be included in the sample were

selected using a random-number function. The size of the AB2 database was capped at 300



Summary of theses Agnes Mérta Dr. Saxné Dr. Andor

financial statements as samples. I was unable to include 32 percent of the initial sample in the
analysis: companies established after 2012 (and therefore not having financial statements for the
2011 business year), companies being dissolved or companies against which debt settlement
proceedings were underway, and companies that failed to submit their financial statements. This left
the financial statements of 205 companies in the analysis. The small sample size cannot be regarded
as representative. Moreover, the sample contains mostly micro-enterprises, and therefore no trends
can be established in respect of company size. I therefore supplemented the sample by including the
2011 financial statements of 53 companies listed on the Budapest Stock Exchange in 2011. During
the analysis, I reviewed the numerical (balance sheet and profit and loss account) and textual (notes)

parts of the financial statements.

Data from the certified public accountant survey (AB3 database)

For the empirical research, I also used data from a questionnaire which I compiled. One of the main
criteria for the selection of the target group was that a substantial number of accounting
professionals work for more than one company, so they provided insight into the accounting
practices of a wider scope of businesses. Therefore, instead of focusing on a specific business year
or economic entity, the questionnaire aimed to find out about the experience and practices of the
accountants preparing the financial statements. The survey was conducted among certified public
accountants who took part in mandatory professional development courses, between February and
September 2013. The 600 accountants who took part in the courses submitted 116 completed
questionnaires, which amounts to a response rate of 19 percent. From the completed questionnaires,
114 could be evaluated. The survey questions were aimed at gathering the data necessary for testing
the hypotheses. I only included closed-ended questions in the questionnaires, and answers had to be
provided on a scale of 1 to 6 (where 1 meant, for example, “It did not occur in any financial
statements,” and 6 meant “It occurred in all financial statements”). For some questions, I added an
additional category to the 1-to-6 scale): “N,” which stands for lack of occurrence, e.g. “I have no
such clients”). For these questions, a scale of 1 to 6 or 1 to 7 was thus available. The main reason
for choosing a scale-based selection was to ensure that the largest possible sample can be collected,
as this method allows for easy completion and encourages responses. The primary objective of the
survey was to gain insight into accounting practices related to intangible assets, and not the

collection of exact data. Therefore, the advantages of a larger sample outweighed the disadvantages
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of data loss resulting from the scaled responses. The results of the questionnaire were fully

processed.

I supplemented the statistical results of the numerical data obtained from the different databases and
the survey with in-depth interviews. The personal discussions with auditors and accounting
professionals were focused on the certified accountants’ survey questions. My objective was to
interpret and evaluate together the key topics of this dissertation (capitalisation, valuation, and

disclosure) and the responses.

During the statistical analysis of the hypotheses, 1 calculated additional variables from the
numerical data (for example, the ratio of intangible assets to the balance sheet total). I examined the
size differentiation of Hungarian companies by balance sheet total and turnover. During the review
of corporate income tax returns and the separate financial statements, I analysed distributions and
ratios, and performed correlation calculation and cluster analysis. In the survey responses, |
measured percentage distribution, and carried out the Friedman test and the Wilcoxon signed-rank

test (where applicable).

The statistical processing of the data sets was carried out using the IBM SPSS Statistics 20 software

package provided by Corvinus University of Budapest.
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3. Results of the theses

3.1. Formulating and proving Hypothesis HI

The first hypothesis centres on the basic problem widely explored in professional literature that the
prerequisites of capitalising intangible expenses (investments) are difficult to fulfil. The economic
value of intangible assets is mostly attributable to novelty and individuality, which do not always
reliably ensure future economic benefits. A certain part of a company’s intangible assets is not
consciously produced. Therefore, it may be hard to identify the date from which systematic
knowledge is available as an asset. Thus, reliably measuring the costs of internally generated
intangible assets causes difficulties in many cases. Other intangible assets represented by
knowledge and practice form such an integral part of a company’s operations that their values
cannot be determined separately and establishing the related economic benefits also requires
significant efforts. All these lead to the conclusion, on the one hand, that the majority of companies
are not able or willing to recognise their intangible expenses as assets because it is too complicated
(if not impossible) to verify that the conditions of capitalisation are met. On the other hand, the
fulfilment of the conditions of capitalisation can be more probably and objectively proved in the

case of acquired (typically purchased) than internally generated intangible assets.

H1: Entities operating in the Hungarian accounting regulatory framework
a) do not recognise a significant portion of the intangible assets supporting the
company’s operations in the financial statements;

b) capitalise a larger portion of acquired than internally generated intangible assets.

To test the Subhypothesis H1/a), I examined the frequency with which intangible assets are
recognised in financial statements and the ratio of intangible assets to the balance sheet total based
on the data of database ABI1. Then, I evaluated the responses to the relevant questions of the
questionnaire. Checking the Subhypothesis H1/a) results in the following conclusions:
— the vast majority of the financial statements of the companies examined either does not
contain intangible assets or the intangible assets are recognised at a relatively low value and

represent an extremely small portion of the total assets;

10



Summary of theses Agnes Mérta Dr. Saxné Dr. Andor

— most companies in Hungary do not really understand the notion of intellectual capital or its
strategic and operative role within the company, which probably leads to the lack of

conscious intellectual capital management.

Only the questionnaire-based research, i.e. the data source AB3 contained relevant data that enabled
validation of the Subhypothesis H1/b). The results of the research show that
— the intangible assets recognised in the financial statements are not internally generated
intangible assets in most cases;
— some accounting experts do not clearly understand the accounting notion of intangible

assets.

I accepted both subhypotheses based on the results of the empirical examination.

3.2. Formulating and proving Hypothesis H2

The first subhypothesis of the second hypothesis is based on international research concluding that
the willingness to capitalise assets depends on the entity’s size. [see e.g.: Ferrari- Montanari
(2010)] The basic assumption is that small and medium-sized enterprises typically have internal
sources of growth, base their activities primarily on internally generated intangible assets (that are
often not consciously produced and not identified) and purchase, for lack of sufficient funds, only
intangible assets that are indispensable to their operations (e.g. licences, software required for
operation). However, large corporations are more likely to pursue conscious research and
development activities with measurable and capitalisable expenses and to have the capital that
allows them to purchase intangible assets that provide competitive advantages. Whether intangible
assets play a vital or secondary role in a company’s operations depends to a large extent on the
direct economic environment (sector) in which a company is engaged. The second subhypothesis is
based on the fact that companies invest higher amounts in intangible assets and thus capitalise more
assets in markets in which constant renewal and individuality are prerequisites for attaining a
competitive advantage. Statutory disclosure and reporting obligations made it possible to examine

research and development expenses separately.

11
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H2: The recognition of intangible assets in the balance sheet and the amount of research
and development expenses depend on
a) the entity’s size,

b) the economic sector and the nature of the business activity.

To verify the Subhypothesis H2/a), I established size categories of entities according to their
balance sheet totals and turnover. For database ABI1, I examined the distribution of intangible assets
(and derived variables) by strata. I tested the extent of correlation between intangible assets and
balance sheet totals, and between intangible assets and turnover by using correlation calculation. I
treated research expenses similarly. The evaluation of database AB2 confirmed the Subhypothesis
H2/a) as far as intangible assets are concerned, however, the deficiencies of the financial statements
did not make it possible to materially verify the correlation between research expenses and the
entity’s size based on the data in database AB2. In order to verify the Subhypothesis H2/a), I also

examined the responses to the questionnaire.

All in all, it can be established that
— the recognition of intangible assets in the balance sheet is linked to the entity’s size: larger
companies typically recognise intangible assets of a higher value and representing a higher
proportion of total assets in their financial statements;
— there is a correlation between research expenses incurred internally1 and the entity’s size,

primarily regarding the size categories established according to turnover.

In order to verify the Subhypothesis H2/b), I analysed the data in database AB1 by using the cluster
analysis method. The procedure resulted in setting up three clusters:
— 1n some companies, the extent of own research activities is above the average and intangible
assets represent a large proportion of the total assets;
— in certain economic activities, own research is typically not present but intangible assets
supporting operation represent a higher-than-average proportion of the total assets;
— the majority of companies did not perform own research and nor did they recognise

intangible assets in their financial statements.

Based on the above, I accepted Hypothesis H2 and restricted research expenses to own research

expenses.

' The samples available did not provide for a full analysis of the correlation between research expenses and entity size.

12
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3.3. Formulating and proving Hypothesis H3

The Hungarian accounting regulation stipulates that the market value of assets shall be determined
specially upon their entry, and regularly at each year-end valuation. As intangible assets are unique,
there are no effective intangible markets or comparable market prices. The evaluation method
backed by theory and practice is extremely complex, its application requires extensive experience.
For lack of suitable experience, it is very expensive to get access to databases or to consult an
expert. Due to the above difficulties I presumed that the book value of intangible assets is rarely

checked against their market value in customary Hungarian practices.

H3: The majority of companies do not quantify the market value of intangible assets at the

year-end valuation.

The hypothesis could be verified by using the detailed balance sheet data of database AB1 and the
separate financial statements (AB2). In the analysis, I was able to examine the frequency of
accounting value adjustments and impairment losses. The responses to the questionnaires helped to
get a full picture, as they helped identify cases in which the year-end valuation was performed but
no value adjustments were accounted because there was no permanent difference of a substantial

amount.

Testing Hypothesis H3 resulted in the following statements:

the majority of financial statements in which intangible assets were recognised do not

include related value adjustments;

— the sample included a negligible number of cases in which impairment losses were
accounted based on the determination of the market valuation;

— the responses to the questionnaire confirmed that the market value of intangible assets was
usually not quantified at the year-end valuation;

— the primary sources of market valuation are the auditor’s professional support and easily
accessible market information;

— market valuation is primarily performed by examining the market values of similar assets

and calculating the asset’s replacement cost.

I accepted the hypotheses based on the results of the empirical examination.

13
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3.4. Formulating and proving Hypothesis H4

The Accounting Act stipulates minimum disclosure requirements for the notes to financial
statements, thus also for intangible assets. However, companies need to share more than the
statutorily required minimum amount of information with market players, if this is required to
present a true and fair view. Yet, companies do not like sharing information apart from the
obligatory - and easily accountable - minimum disclosure requirements. Information on intangible
assets that could be valuable to market players is not even available in most cases because of the
disproportion between their costs and benefits. International research shows that larger corporations
disclose more information of a higher quality owing to their abundance of resources. [see e.g.
Holland-Foo’s research (2003), cited by Kang-Gray (2011)] Also, larger corporations depend to a
greater extent on sources of investment and market perception. Therefore, the quantity and quality

of disclosed information plays a more important role for them.

H4: Disclosures in the financial statements on intangible assets
a) are typically confined to the minimum statutorily required information;

b) depend on the entity’s size.

I was able to derive the features of disclosures on intangible assets from an item-by-item
examination of separate financial statements (AB2) and the evaluation of the results of the

questionnaire-based research (AB3). The results of the research may be summarised as follows:

— companies fulfil the majority of the disclosure requirements stipulated by the Accounting
Act but make limited disclosures on intangible assets apart from the obligatory disclosure
requirements;

— no information is disclosed on intellectual capital elements that are not stated in the financial
statements;

— the managements of companies do not consider it important to disclose information beyond
the statutorily required minimum;

— apart from the accounting procedures required by law, no additional analysis and valuation
is made regarding the intangible assets, therefore no additional information is available;

— larger entities (attracting public interest) disclose more detailed information on intangible

assets;

14
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— as companies rarely disclose information on intangible assets voluntarily, the difference

between the different entity sizes is statistically not relevant.

Based on the above, I accept Subhypothesis H4/a), and confirm Subhypothesis H4/b) for

obligatory disclosures and reject it for voluntary disclosures.

15
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4. Summary of conclusions

4.1. Conclusions of the research

The hypotheses outlined in the theoretical section are mostly supported by the empirical findings.
The research was not only based on the available financial data, but also on the experience and
opinions of professionals. The conclusions to the dissertation are summarised below. (The
conclusions are based on the available information and, therefore, do not provide a comprehensive
rendering of the facts.) It is a fact that the vast majority of domestic financial statements do not
account for the intellectual capital elements that form the basis of business operations. Most of the
intangible assets recorded are purchased IT-related assets (e.g. software) of lesser value, which are
essential to the operation of modern businesses. It may be concluded that intellectual capital
elements are not only rare in Hungarian accounting records, but are also rather homogeneous in

terms of their composition.

It can be observed that the majority of Hungarian companies does not even consider it important to
do something with their intellectual capital. However, long-term strategies can only be based on
known data that can be measured in certain dimensions (not necessarily by numbers). The findings
of the research show that the majority of Hungarian economic operators not only do not deal with
identifying the key elements of their intellectual capital, which may create a competitive advantage
in the future, but also do not regularly review the value of the intangible assets identified and stated

in their financial statements.

It necessarily follows from the above that the notes to domestic financial statements, at best,
contain only disclosures that are required by law. However, the primary function of the notes to the
financial statements is to present all numerical data and narrative explanations that are necessary for
giving “a true and fair view of the company’s net assets and financial position and results of

. . . 2
operations for the owners, investors, and creditors”

. The empirical research revealed that business
leaders do not consider it important to disclose information beyond the statutory minimum, and
even the accounting professionals who responded to the questionnaire think that it is not worth

disclosing additional information about intangible assets. It also became clear that, apart from the

? Section 88 (1) of the Accounting Act

16



Summary of theses Agnes Mérta Dr. Saxné Dr. Andor

accounting procedures required by law, no additional analysis and valuation is made regarding the

intangible assets, therefore no additional information is available.

The above considerations are closely linked to the current trend of depreciation of the role of
financial statements. It partly follows from the Hungarian company structure that the management
(who are often also the owners) perceive bookkeeping and preparing the financial statement as an
administrative burden. Tax considerations are a dominant factor in the operation of companies, i.e
the goal is to pay the least taxes, while minimizing the probability of adverse consequences.
Compared to this, what difference does it make, if the company’s financial statements do not give a
true and fair view? This trend is reinforced by top-down control, when policy packages are aimed at
reducing operational burden on companies, thereby referring to the obligation to prepare financial
statements and the audit obligation as administrative burdens. The accounting standards are also
moving towards simplification, but the regulators should keep in mind that simpler standards do not
necessarily mean lower standards. For example, since Notes are not a required part of the special
financial statement for micro-enterprises that is available from this year, this implicitly suggests that
disclosing anything but raw numbers would be irrelevant in the case of small firms. At the same
time, market players are looking for additional financial and market information and, before major
business transactions (such as acquisitions), appoint professionals for the revaluation of the
company or business line concerned, although the financial statements, which provide a true and

fair view of the business unit, are publicly available. (Or do they?)

In an economic environment in which the practical value of the financial statements is called into
question, the disclosure of intangible assets in the financial statements (or in any other form) might
seem irrelevant. However, the two are closely related. Is it not possible that the financial statements
cannot satisfy the true and fair view requirement, among other factors because they do not include
a number of resources that are essential for business operation and provide real economic value to
the economic operator? This is obviously because these intellectual capital elements are often
“invisible™, and difficult to describe or define. Even if the economic operators manage to do this,
they will have difficulty establishing the value of intangible assets that are created organically by
the business. Also, in the case of technical, organisational and market innovations, the certainty of

future returns is another issue. This is because the purpose of innovation is to create a new

3 although this concept is widely used in the literature, I disagree with this belief, because a company must make these
resources visible, and it is a serious problem, if they remain invisible

17
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combination, and something that has not been tested in the past is necessarily uncertain. These
questions are truly difficult and pose a professional challenge. But then, why do we accept that
these assets are completely ignored in market communication? It is necessary to find solutions that
would ensure that the financial statements show relevant and useful business information reflecting

the actual market situation of the company.

4.2. Further suggestions and proposals for the improvement of the Hungarian regulations

Based on the above, I believe it is essential to rethink the role of financial statements. This has
already happened in Hungarian academic research®, but less so on the level of accounting
regulations and the accounting profession. As further research, it would be useful fo map out the
solutions that allow the financial statements to provide a view that is indeed true and fair. This
revised structure could probably also include the so-far-overlooked intellectual capital elements in

some form, since they are integral to the concept of a true and fair view.

It would be useful to explore the reasons why the majority of Hungarian companies do not really
understand the notion of intellectual capital or its strategic and operative role within the company,
which necessarily implies the lack of conscious intellectual capital management. The identification
of causes and, as a result, making domestic companies more aware in this field could contribute to
sustainable corporate governance and enhancing competitiveness both in domestic and international

markets.

I consider it necessary to eliminate the accounting framework’s shortcomings regarding the
presentation and measurement of intangible assets. It is possible that, under the revised structure of
financial statements, the balance sheet will still not include intangible assets, because they are
considered too uncertain and too risky and therefore do not meet the requirement of reliability.
However, this does not of mean that we should give up on the presentation of these assets
altogether. We need to find the right place and form that could accommodate these assets that fail to
meet the strict balance sheet requirements, but are essential for business operation. I believe that

only such a complex accounting framework could ensure a really true and fair view.

* see: Lakatos (2009)

18
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Recognising intangible assets could be developed in three possible forms.

1. First, we need to make a list of intellectual capital elements that meet the balance sheet
requirements in effect (and their recognition as assets is otherwise mandatory), but because
of other considerations — typically to lower the tax expense of the business — are recognised
as expenses for the current year. This requires awareness from the accounting and auditing

professionals.

2. The other proposal concerns the improvement of the current accounting system. According
to the accounting regulations in effect, contingent liabilities, commitments and receivables
originating from contracts that are outstanding at the balance sheet date and whose
recognition in the balance sheet depends on a subsequent event or the fulfilment of the
contract must be stated as off-balance sheet items’. Since these assets do not meet all the
balance sheet requirements, they are not included in the balance sheet, but are maintained in
separate accounting records. Also, the publicly available notes to the financial statement
should include the nature and financial implications of the off-balance sheet items with
significant risks or benefits that must be presented to give a true and fair view of the
company’s financial positi0n6. So, currently, off-balance sheet items cannot be recognised in
the balance sheet, but, since the accounting regulator finds them relevant from the
perspective of the company’s market perception, they believe that it is necessary to maintain
separate accounting records and narrative explanations of these items in the notes to the
financial statements. The question arises as to why the accounting regulations do not take
into account intangible assets that similarly do not fully meet the balance sheet requirements
in effect, but whose role in a company’s operations is just as important as the role of the
above claims and liabilities (if not more important). Therefore, I believe it would be a good
solution, if intangible assets that were identified (as part of the companies’ intellectual
capital management efforts), but, at present, cannot be recognised in the balance sheet,
would be recognised as off-balance-sheet items in separate accounting records. As a result,
the company’s intellectual capital elements could be monitored, their development and use
could become more conscious, and it could be reviewed from year to year, which off-
balance-sheet items have in the meantime been recognised in the balance sheets (e.g. due to

more certain future returns).

> Section 3 (8) point 16 of the Accounting Act
% Section 90 (3) point ¢) of the Accounting Act
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3. To make the information shown by the complete financial statements more relevant, the
narrative data complementing the numerical data should include a description of the
company’s intellectual capital. The regulations currently in force only prescribe the
numerical valuation of intangible assets in the balance sheet. This could be complemented
with the presentation of intangible assets recognised as off-balance-sheet items and the
description of intellectual capital elements that are not measured in monetary terms. These
are the relevant information that determine the company’s value and market position, but
fall outside the current accounting framework. This additional disclosure could ensure that
the parts of the financial statements provide a complex and truthful view of the company’s

value and operations.

However, the implementation of these three proposals requires the fulfilment of several conditions.
First of all, Hungarian business leaders must realise that, in the markets already under pressure from
the current economic recession, and in the fierce competition for customers, the capacity for self-
renewal and the related conscious organisational development are becoming increasingly important.
In the current economic framework, knowledge and intellectual capital may have a critical impact
on a company’s success and competitive edge. If business leaders realise this, there will be a need
for simple-to-use and accessible models that allow the identification and management of intellectual
capital elements. These models only provide a framework that must be filled in by the companies
during their operations. A model that would allow the effective management of intellectual capital
elements could be developed at the formal regulatory level or by certain professional forums. A
practical model that helps the identification and (financial or non-financial) valuation of intellectual
capital elements could also serve as the basis for the accounting-based valuation of these assets. In
this way, the intellectual capital management model would be linked to the financial reporting
system for intangible assets. The development and use of such a model is not a fictional example —

it has a long tradition e.g. in Scandinavian countries.
These issues pose a great challenge for CEOs, accounting regulators and the accounting profession.

However, sooner or later, the accounting systems must adapt to the changed economic

circumstances — the question is how quickly and how efficiently will this take place.
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